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EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
THE AUDITOR'S CONSIDERATION
OF INTERNAL CONTROLS OVER
FEDERAL FINANCIAL ASSISTANCE PROGRAMS
UNDER THE SINGLE AUDIT ACT
(Proposed Amendment to AICPA Industry Audit Guide
Audits of State and Local Governmental Units
and Supersession of SOP 8 9 - 6 , Example 26)

MARCH 21, 1990

Prepared by the Government Accounting and Auditing Committee,
American Institute of Certified Public Accountants

Comments should be received by M a y 3 1 , 1 9 9 0 , and addressed to
Anna Young, Technical Manager, Federal Government Division, File J - 3 - 4 0 4
AICPA, 1455 Pennsylvania Avenue, N.W., Washington, D.C. 2 0 0 0 4 - 1 0 0 7
G00398

SUMMARY

This proposed statement of position (SOP) would amend chapter 21 in the AICPA
Industry Audit Guide Audits of State and Local Governmental Units, and would
supersede example 26 in SOP 89-6, Auditors' Reports in Audits of State and Local
Governmental Units. The proposed SOP would update the guide and SOP 89-6 to
reflect the following standards affecting the auditor's consideration of, and
reporting on, internal controls over federal financial assistance under the
Single Audit Act:
o

SAS No. 55, Consideration of the Internal Control Structure in a
Financial Statement Audit

o

SAS No. 60, Communication of Internal Control Structure Related Matters
Noted in an Audit

o

SAS No. 63, Compliance Auditing Applicable to Governmental Entities and
Other Recipients of Governmental Financial Assistance

o

The 1988 revision of Government Auditing Standards, issued by the
Comptroller General of the United States

The recommendations in this proposed SOP would be effective for audits done in
accordance with the Single Audit Act for fiscal years beginning on or after
January 1, 1990. Earlier application would be permissible.
This exposure draft has been sent t o —
o

Practice offices of CPA firms.

o

State society and chapter presidents, directors, and committee chairmen.

o

Organizations concerned with regulatory, supervisory, or other public
disclosure of financial activities.

o

Persons who have requested copies.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

March 21, 1990

Accompanying this letter is an exposure draft of a proposed auditing statement
of position (SOP), The Auditor's Consideration of Internal Controls Over Federal
Financial Assistance Programs Under the Single Audit Act. It has been prepared
by the Government Accounting and Auditing Committee. A summary of the proposed
SOP also accompanies this letter.
The purpose of this exposure draft is to solicit comments from independent auditors, government auditors, administrators of federal financial assistance
programs, and other interested parties. This proposed SOP has been developed
to amend the AICPA Industry Audit Guide Audits of State and Local Governmental
Units to conform to standards issued after the guide's publication that affect
the auditor's consideration of internal controls over federal financial assistance under the Single Audit Act. Also, it would supersede example 26 in SOP
89-6, Auditors' Reports in Audits of State and Local Governmental Units.
Comments or suggestions on any aspect of this exposure draft will be appreciated. It will be helpful if the responses refer to the specific paragraph
numbers and include supporting reasons for any suggestions or comments.
Comments on this exposure draft should be sent to Anna Young, Technical Manager,
Federal Government Division, File J-3-404, American Institute of Certified
Public Accountants, 1455 Pennsylvania Avenue, N.W., Washington, DC 20004-1007,
in time to be received by May 31, 1990.
Written comments on the exposure draft will become part of the public record
of the AICPA until June 30, 1990.
Yours truly,

John R. Miller
Chairman
Government Accounting and
Auditing Committee
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THE AUDITOR'S CONSIDERATION OF INTERNAL CONTROLS OVER
FEDERAL FINANCIAL ASSISTANCE PROGRAMS UNDER THE SINGLE AUDIT ACT

1. In 1986, the Audit and Accounting Guide Audits of State and Local
Governmental Units was issued. Paragraphs 21.6 through 21.16 of that guide
explain the auditor's responsibility for studying and evaluating internal
control over federal financial assistance programs in accordance with section
7502(d)(2)(B) of the Single Audit Act of 1984 and with paragraph 8a of Office
of Management and Budget's (OMB) Circular A-128, Audits of State and Local
Governments.
Example 20 presented in appendix A to the guide, and carried
forward as example 26 in Statement of Position (SOP) 89-6, Auditors' Reports
in Audits of State and Local Governmental Units, illustrates an auditor's
report on internal controls over federal financial assistance.
2. The guidance in paragraphs 21.6 through 21.16 was based on the provisions
of AU section 320, "The Auditor's Study and Evaluation of Internal Control,"
in AICPA Professional Standards, vol. 1; example 20 was based on provisions in
Statement on Auditing Standards (SAS) No. 30, Reporting on Internal Accounting
Control, and the 1981 Standards for Audit of Governmental Organizations,
Programs, Activities, and Functions (the "Yellow Book"), issued by the
Comptroller General of the United States. Section 320 has been superseded by
SAS No. 55, The Auditor's Consideration of the Internal Control Structure in a
Financial Statement Audit. New standards for reports on internal control were
issued in SAS No. 60, Communication of Internal Control Structure Related
Matters Noted in an Audit, and in the 1988 edition of Government Auditing
Standards, which superseded the 1981 Yellow Book. Additional guidance on
reporting on the internal control structure in accordance with Government
Auditing Standards was presented in SAS No. 63, Compliance Auditing Applicable
to Governmental Entities and Other Recipients of Governmental Financial
Assistance.
3. This statement of position provides guidance on the auditor's responsibilities for considering the internal control structure over federal financial
assistance and reporting on the internal control structure in a single audit,
which conforms with the standards cited in the previous paragraphs. It supersedes paragraphs 21.6 through 21.16 of AICPA Industry Audit Guide Audits of
State and Local Governmental Units and example 26 in SOP 89-6.
4. The Single Audit Act and OMB Circular A-128 define internal controls for
federal financial assistance program purposes as the plan of organization and
methods and procedures adopted by management to ensure t h a t —
a.

Resource use is consistent with laws, regulations, and policies.

b.

Resources are safeguarded against waste, loss, and misuse.

c.

Reliable data are obtained, maintained, and fairly disclosed in reports.

5. The Single Audit Act and OMB Circular A-128 require the auditor to
"determine and report" whether the organization has internal control structure
policies and procedures in place to provide reasonable assurance that it is
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managing federal financial assistance programs in compliance with applicable
laws and regulations. The auditor should perform tests of those policies and
procedures regardless of whether he or she would otherwise choose to obtain evidence to support an assessment of control risk below the maximum level. As part
of these tests the auditor should do the following:
a.

Test whether those internal control structure policies and procedures
are in place and operating effectively.

b.

Examine the recipient's control system for monitoring subrecipients and
obtaining and acting on subrecipients' audit reports.

6. A literal interpretation of the Single Audit Act would require the auditor
to perform tests of controls relevant to each federal financial assistance
program regardless of the dollar amount of the program expenditures. However,
the following approach for considering the internal control structure was developed in consultation with representatives of the OMB, the U.S. General
Accounting Office, and the Inspectors General.
7. For major federal financial assistance programs (as defined in the
Audit Act and OMB Circular A-128), the auditor should perform tests of
to evaluate the effectiveness of the design and operation of internal
structure policies and procedures that he or she considers relevant to
venting or detecting material noncompliance with the following:

Single
controls
control
pre-

a.

Specific requirements applicable to those programs, addressing eligibility, matching, reporting, and special provisions, as discussed in paragraphs 49 through 51 of SAS No. 63.

b.

General requirements addressing civil rights, political activity, cash
management, Davis-Bacon Act, relocation assistance and real property
management, and federal financial reports, as discussed in paragraphs 80
through 82 of SAS No. 63.

c.

Requirements governing claims for advances and reimbursements and
amounts claimed or used for matching, as discussed in paragraph 52 of
SAS No. 63.

8. The auditor should consider the results of these tests of controls in evaluating control risk as part of forming a basis for issuing an opinion on
compliance with laws and regulations applicable to major federal financial
assistance programs, as discussed in paragraphs 58 through 62 of SAS No. 63.
9. The tests of controls performed should include the types of procedures
described in paragraphs 34 and 35 of SAS No. 55, Consideration of the Internal
Control Structure in a Financial Statement Audit. The auditor should perform
such procedures regardless of whether he or she would otherwise choose to obtain
evidence to support an assessment of control risk below the maximum level.
10. The auditor may find that the total amount of major federal financial
assistance program expenditures is less than 50 percent of the recipient organization's total federal financial assistance expenditures. In such circum-
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stances, the auditor should perform tests of controls on the largest nonmajor
programs until at least 50 percent of federal financial assistance program
expenditures are subject to tests of controls performed in accordance with
paragraphs 7 and 8 of this statement.
11. For all other nonmajor federal financial assistance programs, the auditor
should, at a minimum, obtain an understanding of each of the three elements
of the entity's internal control structure—the control environment, the
accounting system, and control procedures—that he or she considers relevant
to preventing or detecting material noncompliance with the requirements listed
in paragraph 7 of this Statement. The understanding should include knowledge
about the design of relevant policies, procedures, and records and whether the
entity has placed them in operation. In obtaining this understanding, the auditor is not required to perform tests of controls.
12. Statements No. 2 and 3 of the President's Council on Integrity and Efficiency's Standards Committee indicate that, in certain circumstances, performing
the required reviews of all three of the internal control structure elements on
a cyclical basis over a number of years would be justifiable, if there is a
large number of nonmajor programs requiring coverage that are administered by
multiple operating components of the entity. At a minimum, for a cyclical
approach to be acceptable, each affected program should be covered at least once
every three years. If a cyclical approach is used, the auditor's report should
be modified to describe clearly the coverage provided for nonmajor programs.
13. If the recipient organization has no major federal financial assistance
programs, the scope of the consideration of the internal control structure used
in administering federal financial assistance programs should be comparable to
the scope applicable to major federal financial assistance programs, as
described in paragraphs 7 and 8, for the largest programs that in the aggregate
are equal to or greater than 50 percent of total federal financial assistance
program expenditures. The auditor's consideration of the internal control
structure relating to the remainder of the federal financial assistance programs
need not exceed that described in paragraph 11.
14. Although the Single Audit Act requires a report on internal controls, it
does not require the auditor to express an opinion on the internal control
structure policies and procedures used in administering federal financial
assistance programs.
15. Federal financial assistance programs are often administered by several
organizational components within a recipient government. Each component usually
maintains separate internal control structure policies and procedures relevant
to the programs it administers. In those situations, the auditor should consider the policies and procedures of each separate component in accordance with
the criteria previously discussed.
16. The auditor should document his or her understanding of internal control
structure policies and procedures relevant to federal financial assistance
programs. The form and extent of this documentation is influenced by the size
and complexity of the entity, as well as the nature of the entity's internal
control structure. The auditor should also document the results of any tests of
controls applied to those policies and procedures.
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17. An example of a report on the internal control structure designed to meet
the requirements of Government Auditing Standards, the Single Audit Act, and OMB
Circular A-128 is presented in the Appendix to this Statement. This report
addresses internal control structure matters noted in the audit of the financial
statements and the additional matters addressed in this Statement. Thus, the
issuance of a report such as that illustrated in the Appendix would obviate the
need for a separate report on internal control structure matters noted in a
financial statement audit, such as that presented in example 25 in SOP 89-6.
18. This Statement is effective for audits done in accordance with the Single
Audit Act for fiscal periods beginning on or after January 1, 1990. Early
application of this Statement is permissible.
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APPENDIX
SINGLE AUDIT COMBINED REPORT ON INTERNAL CONTROL STRUCTURE*
We have audited the general-purpose financial statements of City of Example, Any
State, as of and for the year ended June 30, 19XX, and have issued our report
thereon dated September 8, 19XX.
We conducted our audit in accordance with generally accepted auditing standards,
Government Auditing Standards, issued by the Comptroller General of the United
States, and Office of Management and Budget (OMB) Circular A-128, Audits of
State and Local Governments. Those standards and OMB Circular A-128 require
that we plan and perform the audit to obtain reasonable assurance about whether
the general-purpose financial statements are free of material misstatement.
In planning and performing our audit of the general-purpose financial statements
of City of Example, Any State, for the year ended June 30, 19XX, we considered
its internal control structure in order to determine our auditing procedures for
the purpose of expressing our opinion on the general-purpose financial statements and not to provide assurance on the internal control structure.
During the year ended June 30, 19XX, City of Example, Any State, expended X percent of its total federal financial assistance under major federal financial
assistance programs.l† As required by OMB Circular A-128, our consideration of
the internal control structure also included—
1. Tests of controls to evaluate the effectiveness of the design and operation of internal control structure policies and procedures that we considered relevant to preventing or detecting material noncompliance with
specific requirements, general requirements, and requirements governing
claims for advances and reimbursements and amounts claimed or used for
matching that are applicable to each of the City's major federal financial assistance programs, which are identified in the accompanying
schedule of federal financial assistance. Our procedures were less in
scope than would be necessary to render an opinion on these internal
control structure policies and procedures. Accordingly, we do not
express such an opinion.
2.

Obtaining an understanding of (a)the design of internal control structure policies and procedures that we considered relevant to preventing
or detecting material noncompliance with specific requirements, general
requirements, and requirements governing claims for advances and reimbursements and amounts claimed or used for matching that are applicable
to the City's nonmajor federal financial assistance programs2 and (b)
whether they have been placed in operation.

*

The text of this report that is not underscored is based on the report
illustrated in paragraph 38 of SAS No. 63, Compliance Auditing Applicable to
Governmental Entities and Other Recipients of Governmental Financial
Assistance. Additional language designed to satisfy the requirements of OMB
Circular A-128 is underscored.

†

Numbered footnotes appear on pages 12-16.
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The management of City of Example, Any State, is responsible for establishing
and maintaining an internal control structure. In fulfilling this responsibility, estimates and judgments by management are required to assess the
expected benefits and related costs of internal control structure policies and
procedures. The objectives of an internal control structure are to provide
management with reasonable, but not absolute, assurance that assets are safeguarded against loss from unauthorized use or disposition, that transactions are
executed in accordance with management's authorization and recorded properly to
permit the preparation of general-purpose financial statements in accordance
with generally accepted accounting principles, and that federal financial
assistance programs are managed in compliance with applicable laws and regulations. Because of inherent limitations in any internal control structure,
errors, irregularities, or instances of noncompliance may nevertheless occur and
not be detected. Also, projection of any evaluation of the structure to future
periods is subject to the risk that procedures may become inadequate because of
changes in conditions or that the effectiveness of the design and operation of
policies and procedures may deteriorate.
For the purpose of this report, we have classified the significant internal
control structure policies and procedures in the following categories [identify
internal control structure categories]. 3
For all of the internal control structure categories listed above, we obtained
an understanding of the design of relevant policies and procedures and determined whether they have been placed in operation, and we assessed control risk.
We noted certain matters involving the internal control structure and its operation that we consider to be reportable conditions under standards established by
the American Institute of Certified Public Accountants. Reportable conditions
involve matters coming to our attention relating to significant deficiencies in
the design or operation of the internal control structure that, in our judgment,
could adversely affect the entity's ability to record, process, summarize, and
report financial data consistent with the assertions of management in the
general-purpose financial statements or to administer federal financial
assistance programs in accordance with applicable laws and regulations.
[Include paragraphs to describe the reportable conditions noted.]
A material weakness is a reportable condition in which the design or operation
of the specific internal control structure elements does not reduce to a relatively low level the risk that errors or irregularities in amounts that would be
material in relation to the general-purpose financial statements being audited
or that noncompliance with laws and regulations that would be material to a
federal financial assistance program may occur and not be detected within a
timely period by employees in the normal course of performing their assigned
functions.
Our consideration of the internal control structure would not necessarily
disclose all matters in the internal control structure that might be reportable
conditions and, accordingly, would not necessarily disclose all reportable conditions that are also considered to be material weaknesses as defined above.
However, we believe none of the reportable conditions described above is a
material weakness. 4
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We also noted other matters involving the internal control structure and its
operation that we have reported to the management of City of Example, Any State,
in a separate letter dated September 8, 19XX.
This report is intended for the information of the audit committee, management,
and [specify legislative or regulatory body]. This restriction is not intended
to limit the distribution of this report, which is a matter of public record.
[Signature]
[Date]
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FOOTNOTES TO APPENDIX
1

If total assistance expended under major federal financial assistance
programs is less than 50 percent of total federal assistance expended by the
recipient organization during the year under audit, the auditor should follow
the guidance in paragraph 10 of this statement of position to satisfy the
objectives of the Single Audit Act. When such guidance is followed, the fourth
paragraph of the report on the internal control structure used to administer
federal financial assistance programs should be modified as follows [language
modifying the report is underscored]:
During the year ended June 30, 19XX, City of Example, Any State,
expended X percent of its total federal financial assistance under
major federal financial assistance programs and the following nonmajor
federal financial assistance programs: [list appropriate nonmajor
federal financial assistance programs]. As required by OMB Circular
A-128, our consideration of the internal control structure also
included—
1. Tests of controls to evaluate the effectiveness of the design and
operation of internal control structure policies and procedures
that we considered relevant to preventing or detecting material
noncompliance with specific requirements, general requirements,
and requirements governing claims for advances and reimbursements
and amounts claimed or used for matching that are applicable to
each of the City's major federal financial assistance programs,
which are identified in the accompanying schedule of federal
financial assistance, and the aforementioned nonmajor programs.
Our procedures were less in scope than would be necessary to
render an opinion on these internal control structure policies and
procedures. Accordingly, we do not express such an opinion.
2.

Obtaining an understanding of (a) the design of internal control
structure policies and procedures that we considered relevant to
preventing or detecting material noncompliance with specific
requirements, general requirements, and requirements governing
claims for advances and reimbursements and amounts claimed or used
for matching that are applicable to the City's other nonmajor
federal financial assistance programs and (b) whether they have
been placed in operation.

If the recipient organization had no major federal financial assistance programs
during the year under audit, the auditor should follow the guidance in paragraph
13 of this statement of position to satisfy the objectives of the Single Audit
Act. When such guidance is followed, the fourth paragraph of the auditor's
report on the internal control structure used to administer federal financial
assistance programs should be modified as follows [language modifying the report
is underscored]:
During the year ended June 30, 19XX, City of Example, Any State, had
no major federal financial assistance programs and expended X percent
of its total federal financial assistance under the following nonmajor
federal financial assistance programs: [list appropriate nonmajor
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federal financial assistance programs]. As required by OMB Circular
A-128, our consideration of the internal control structure also
included—
1. Tests of controls to evaluate the effectiveness of the design and
operation of internal control structure policies and procedures
that we considered relevant to preventing or detecting material
noncompliance with specific requirements, general requirements,
and requirements governing claims for advances and reimbursements
and amounts claimed or used for matching that are applicable to
each of the City's major federal financial assistance programs,
which are identified in the accompanying schedule of federal
financial assistance, and the aforementioned nonmajor programs.
Our procedures were less in scope than would be necessary to
render an opinion on these internal control structure policies and
procedures. Accordingly, we do not express such an opinion.
2.

Obtaining an understanding of (a) the design of internal control
structure policies and procedures that we considered relevant to
preventing or detecting material noncompliance with specific
requirements, general requirements, and requirements governing
claims for advances and reimbursements and amounts claimed or used
for matching that are applicable to the City's other nonmajor
federal financial assistance programs and (b) whether they have
been placed in operation.

2

Statements No. 2 and 3 of the President's Council on Integrity and Efficiency's Standards Committee indicate that in certain circumstances, performing
the required reviews of the three elements of the internal control structure on
a cyclical basis over a number of years would be justifiable, if there are a
large number of nonmajor programs requiring coverage that are administered by a
number of operating components of the entity. At a minimum, for a cyclical
approach to be acceptable, each affected program should be covered at least once
every three years.
If a cyclical approach is used, the fourth paragraph of this report should be
modified, and a paragraph that clearly describes the coverage provided for nonmajor programs should be added after the fourth paragraph, as follows [language
modifying the report is underscored]:
During the year ended June 30, 19XX, ...
1. Tests of controls to evaluate the effectiveness ...
2.

Obtaining an understanding of (a) the design of internal control
structure policies and procedures that we considered relevant to
preventing or detecting material noncompliance with specific
requirements, general requirements, and requirements governing
claims for advances and reimbursements and amounts claimed or used
for matching that are applicable to certain of the City's nonmajor
federal financial assistance programs and (b) whether they have
been placed in operation.

13

Because of the large number of nonmajor programs and the decentralized
administration of these programs, we performed procedures to obtain an
understanding of internal control structure policies and procedures
relevant to nonmajor programs on a cyclical basis. Our procedures
during the current year covered X percent of the nonmajor programs
administered by the City as a whole. The nonmajor programs not
covered during the current year are expected to be subject to such
procedures at least once over the next two fiscal years.

3 Following are examples of different ways in which internal control structure
policies and procedures might be classified. The auditor should modify these
examples or use other classifications as appropriate for the particular circumstances on which the auditor is reporting. However, there is no need to present detailed internal control structure policies and procedures, even though
testwork may be performed at that level.
Activity Cycles
o

Treasury or financing

o

Revenue/receipts

o

Purchases/disbursements

o

External financial reporting

o

Payroll/personnel

Financial Statement Captions
o

Cash and cash equivalents

o

Receivables

o

Inventory

o

Property and equipment

o

Payables and accrued liabilities

o

Debt

o

Fund balance

Accounting Applications
o

Billings

o

Receivables
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o

Cash receipts

o

Purchasing and receiving

o

Accounts payable

o

Cash disbursements

o

Payroll

o

Inventory control

o

Property and equipment

o

General ledger

General Requirements
o

Political activity

o

Davis-Bacon Act

o

Civil rights

o

Cash management

o

Relocation assistance and real property acquisition

o

Federal financial reports

Specific Requirements
o

Types of services

o

Eligibility

o

Matching, level of effort, and earmarking

o

Reporting

o

Cost allocation

o

Special requirements, if any

o

Monitoring subrecipients

Claims for Advances and Reimbursements
Amounts Claimed or Used for Matching
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4 If conditions believed to be material weaknesses are disclosed, the report
should describe the weaknesses that have come to the auditor's attention and may
state that these weaknesses do not affect the reports on the financial statements or on compliance with laws and regulations. The last sentence of the
tenth paragraph of the report should be modified as follows:
However, we noted the following matters involving the internal control
structure and its operation that we consider to be material weaknesses
as defined above. These conditions were considered in determining the
nature, timing, and extent of the procedures to be performed in our
audits of the general-purpose financial statements of City of Example,
Any State, and of its compliance with requirements applicable to its
major federal financial assistance programs for the year ended June
30, 19XX, and this report does not affect our reports thereon dated
September 8, 19XX.
[A description of the material weaknesses that have come to the auditor's attention would follow.]
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